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NOTE AND COMMENT 



Continuance in Control of Corporate Funds by Fraudulent Directors. 
— In many cases men of prominence and influence have misused their power 
as directors and officers of corporations, or manipulators of corporate funds, 
where the money of many shareholders has been entrusted to their hands. 
Many opportunities exist for misappropriation of funds, too often taken 
advantage of by those who control them and who do not hesitate to risk 
their reputations in such transactions. When some injured or dissatisfied 
party has properly applied for equitable' relief the courts have also too often 
allowed the wrongdoers or someone of their selection to continue in charge 
of the property as trustee or receiver, to administer the corporate estate. In 
the case of Fitzgerald v. The State Mutual Building and Loan Association 
of New Jersey, recently decided by Justice Dill in the New Jersey Court of 
Errors and Appeals, — N. J. Eq. — , 69 Atl. 564, the court, however, very 
properly refused to permit such to be done. The defendant association had 
been organized during the time when building and loan associations were at 
the zenith of their prosperity in New Jersey by a few politicians and manipu- 
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lators for no other purpose than to enrich the promoters at the expense of 
the shareholders. Many people were induced to place their savings in the 
hands of these men, only to have them dissipated by the officers and direc- 
tors to such an extent that the shareholders not only could not realize any- 
thing on their investments, but could not even withdraw their funds after 
giving the necessary six months' notice. Such was the situation of the com- 
plainant, who, on April 4, 1907, filed a bill in chancery alleging the insolvency 
of the company, attacking the management of the directors and officers, and 
asking for an injunction and the appointment of a receiver. 

''A week later, after the filing of the bill and before any action by the 
court, the directors * * * passed a resolution recommending the dissolu- 
tion and liquidation of the association and the appointment of trustees to 
wind it up, and calling a meeting of the stockholders to effectuate the plan. - ' 

"Two days later a bill in Chancery was also filed by the Commissioner of 
Banking and Insurance, charging insolvency, caused by mismanagement of 
the directors and officers. Attached to this bill were reports filed in the 
Department tending in detail to substantiate these charges. Under this bill 
an injunction and receiver were asked by the Department of Banking and 
Insurance. 

"On April 25th, pursuant to the resolution of the directors previously 
referred to, the stockholders proceeded to elect three trustees in liquidation, 
and the bill and affidavits tend to show that the nomination and election of 
these trustees were procured by or on behalf of these officers and directors. 

"On May 9th, an order was entered giving leave to file a supplemental bill, 
which was accordingly done by Ryan and other withdrawing shareholders, 
admitted as complainants. In this bill insolvency was alleged, and the 
officers and directors were charged with malfeasance in office. 

"Upon the hearing of the application for the injunction and receiver, on 
May 20th, the Vice-Chancellor, his attention being called to the action of 
the shareholders taken pursuant to (our) the statute (P. L. 1904, p. 44) in 
appointing three trustees to wind up the affairs of the corporation, refused 
to appoint a receiver, notwithstanding the fact that the corporation was 
insblvent, and from that order this appeal is taken." 

"The Commissioner of Banking and Insurance was specifically authorized 
by statute, in the case of such a corporation as this, to make application for 
an injunction and receivership either in case of insolvency or violation of 
the law, and both were shown," as was also the fact that the trustees who 
were appointed Were either relatives, business associates, or very close 
friends of the accused directors. 

In rendering its opinion, the court took a very decided stand on the 
matter of fraudulent appropriation of corporate funds, and did not think it 
necessary to cite a single case to support the principle that stealing is steal- 
ing, no matter by whom done, and that when one is caught stealing, not only 
should he be deprived of all opportunity to steal further, but he should also 
be open to all the consequences of his overt acts. The language of the court 
is so forcible and so appropriate as to justify quoting: 
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"Insolvency was demonstrated. But, more than this, there was made out a 
prima facie case of malfeasance on the part of officers and directors. The 
inference is strong that the appointment of these trustees in liquidation was 
procured by the directors and officers with a view to covertly maintain the 
control, not alone of the assets of the company, but as well of the institution 
and maintenance of legal proceedings to which officers and directors might 
be proper parties. If this be the fact, then the proceedings resulting in the 
appointment of these trustees was a palpable attempt on the part of directors 
and officers to evade the consequences of the appointment of an independent 
receiver, whose duty it might be to call the officers and directors to account 
and to hold them responsible for the failure of the company to the extent they 
were properly chargeable therewith. 

"The settled judicial policy of this state is diametrically opposed to the 
continuance in control, directly or indirectly, of directors or officers against 
whom is made out a prima facie case of wrong-doing in office and who 
appear to have used thejr official positions, as representatives of the share- 
holders, to their own financial advantage and to the resulting injury of the 
company and its shareholders. 

"That any person or persons, appearing to have been appointed as trustees 
in liquidation upon the procurerhent of officers and directors .under charges, 
should, upon a proper presentation of the facts, be allowed to remain in con- 
trol of the situation, is not to be tolerated. No officer, director or other party 
interested, who is under charges, should have an influencing voice in the 
selection of the trustees or the receiver who is to pass upon his acts." 

As above indicated, the court proceeds in a straight course along the lines 
of natural justice, equity and reason, and without citing authority or prece- 
dent for what it does. That the same result would have been reached 
through the books is unquestionable, for the directors of corporations have 
generally been held to be trustees for the shareholders. European and North 
American Ry. Co. v. Poor (1871), 59 Me. 277; Blake v. Ry. Co. (1874), 5^ 
N. Y. 485, and note at 53 Am. Dec. 637. The directors must at all times act in 
utmost good faith in all their dealings with the corporate funds ; Ryan v. Ry. 
Co. (1879), 21 Kan. 365; Vance v. Ins. Co, (1880), 4 Lea (Tenn.) 385; Hun 
v. Cary (1880), 82 W. Y. 74; and they must account for all profits received 
by reason of their use of their offices. They are at all times barred from 
dealing with the corporate funds for their own gain. Clubb v. Davidson 
(1888), 95 Mo. 467, 8 S. W. 545; Keystone, etc., Co. v. Bate (1898), 187 Pa. 
St. 460, 41 Atl. 299; Knoff v. Paget Sound Co-op. Colony (1890), 19 Ore. 
192, 24 Pac. 25 ; and this holds to the extent that if this trust relation is over- 
ridden by the officers and directors, it will give the shareholders a right to 
proceed against them for an accounting for the damage done by their acts. 
Hodges v. New England Screw Co., 1 R. I. 312, 348, 53 Am. Dec. 624, 693 
(1850) ; Citizens' Loan Assn. v. Lyon (1878), 29 N. J. Eq. no. 

A9 far back as 1742 the Chancellors in England took cognizance of this 
trust relationship between director and shareholder, and in the case of Chari- 
table Corporation v. Sutton, 2 Atk. 400, Lord Hardwick said, where the 
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directors had been guilty of breaches of trust and mismanagement, "I will 
never determine that frauds of this kind are out of the reach of courts of 
law or equity, for an intolerable grievance would follow from such a deter- 
mination." 

As long as the directors stay within their bounds and do nothing fraud- 
ulent nor threaten to do so, nor overstep the limits prescribed by the by-laws, 
the shareholders may not wrest the control of the corporate property from 
them by means of a receiver, but as soon as they do any of these things, then 
their right to the control is gone. Republican Mi. Silver Mining Co, v. 
Brown (1893), 58 Fed. 564, 7 C. C. A. 412, 24 L. R. A. 772. So, also, where 
the directors are themselves the wrongdoers, they are incapacitated for the 
service of representing the corporation in an action against the wrong-doers. 
Knoop v. Boherich (1891), 49 N. J. Eq. 82; Brewer v. Boston Theatre (1875), 
104 Mass. 378 ; nor may any fraud by any portion of the corporators be ratified 
by a majority or by any act or omission of the corporate body. Brewer v. 
Boston Theatre, supra. If, then, all the above be true, as it is, and since the 
fraudulent directors and officers are incapacitated for holding the trust, cer- 
tainly their appointees and representatives, as the trustees in this case were, 
should not be allowed to administer the trust. 

In the case of Parker v. Nickerson (1873), 112 Mass. 195, three directors 
used their influence to have the balance of the board made up of their own 
men; through these directors a steamboat was purchased of the first three 
at an enormous profit, and, when questioned, the sale was held fraudulent 
and was set aside on the ground that these men sold it to themselves through 
those whom they controlled. So, also; in the case of Pairley v. Stockwell 
(1892), 2 Pa. Dist. Rep. 197, the management of a corporation had been 
fraudulent and the company was forced into bankruptcy. The solicitor who 
had advised and been intimately associated with the fraudulent management 
was appointed assignee. In considering this fact the court held that any 
officer of a company reduced to insolvency would be an improper person to 
manage its assets, and particularly when he had had a hand in the fraudulent 
dissipation of these assets before insolvency, and had hastened that condition. 
In comparing this case with a similar one (Tunis v. Hestonville R. R., 
30 W. N. 96), the court says: "In the one case the control was attempted 
to be retained by going through the forms of an election; here it is done 
by making an assignment to one of its own officers." In both cases the act 
was held to be fraudulent and void. R. N. D. 



Liability of Maker of Overdue Note to Garnishment.— A very peculiar 
decision' has recently been rendered by the Supreme Court of Rhode Island 
on the liabiltiy of makers of negotiable notes to garnishment after the notes 
are overdue and not paid. The court holds that the exemption from liability 
to garnishment continues absolute, as it was before the note became due. 
This decision is not based on any consideration of expediency or policy, the 
protection of men in ordinary business transactions from secret claims and 
defenses, nor on anything explicit in the statutes of the state. The state 



